. Approved For Release 2007/09/11 : CIA-RDP85M00363R001002200008-3
. U.S. Department of Justice

Antitrust Division :
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JUN 181382

Honorable Robert McClory
Ranking Minority Membex
Subcommittee on Monopolies
and Commercial Law
Committee on the Judiciary
House of Representatives
Washington, D.C. 20515

Dear Congressman McClory:

This is in response  to your request of June 9, 1582,
for a further elaboration of the views of the Antitrust
Division on resale price maintenance. The problems posed by
the practice of resale price maintenance are exceedingly
complex ones. While this may involve repetition of some of
the points I have previocusly made in testimony before the
Subcommittee, I fear that I must burden you with a rather
lengthy response in order to do justice to those complexities.

The phenomenon of resale price maintenance ("RPM") must

be considered both from an economic standpoint and from a
legal one. I turn, first, to the economic considerations.
I+t is the view of the Division that the central purpose to
be served by the antitrust laws is the preservation of free
markets, markets characterized by intense competition, to
the end that our national resources may be deployed effi-
ciently so as to yield the largest possible guantity and the
richest possible variety of goods and services to our popu-
lation. In general, this end is best attained by minimizing
government interference with busineSs behavior. Business

. units should be permitted to conduct their affairs in accor-
dance with their own perceptions of their own best interests
in rivalry with other businesses in the same industries.
Businesses should be permitted, with as few exceptions as
possible, to enter and to enforce contracts on terms that
are mutually satisfactory to the parties to those contracts.

The antitrust laws do, of course, represent a kind of
government interference into that process of free market
rivalry and constitute a limited exception to the principle
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of freedom of contract. But those laws should be interpreted
so that they constitute a limited intrusion: private agree-
ments should be struck éown and punished only where there is
a sound economic basis for supposing that the private agree-
ments will hinder rather than advance the central objective
of efficient resource allocation. - , g

It is well established as a matter of economics--indeed
it is virtually a matter of unanimous agreement--that certain
types of horizontal agreements have those unwanted effects.
Agreements between competitors setting minimum prices for
the products they sell, agreements between competitors not
to compete with one another in specific markets and other
analogous agreements which lessen the intensity of competi-
tion between rivals are and should remain the central target
of the Division's antitrust policy.

In contrast to agreements of those types, agreements
between parties who perform sequential steps in the process
of producing and distributing goods and services, agreements
that are usually characterized as "vertical” rather than
"horizontal,” are typically conducive to competition and
economic efficiency. The negotiation, execution and enforce-
ment of contracts is an indispensable part of the process of
competition. Such contracts, for example a contract between
a manufacturer and a distributor, obviously circumscribe the
freedom of the parties toc the contract to do as they wish
from moment to moment. Indeed, the very purpose of contracts
is to circumscribe the freedom of the parties to them in
accordance with the terms of their own agreements. They ..
cannot be regarded as anticompetitive because they perform
their intended function. The policy of the Antitrust Division
is to interfere with such vertical contractual arrangements
only where there is some persuasive basis for supposing that
contracts of particular types reduce output, retard innova-
tion, or otherwise interfere with economic efficiency. It
is common ground among substantially all economists that
vertical agreements, with only rare exceptions, do not have
such conseguences. The guestion then is whether resale
price maintenance constitutes an exception to that general
proposition and, if so, under what circumstances.

To facilitate our discussion, I will assume that only
agreements between manufacturers and distributors are at
issue, although what I say, in fact, applies to any two
sequential participants in a production-distribution chain.

‘s
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I start with the obvious proposition that if, in a given
industry, there were dozens of manufacturers of a particular
product and scores of potential distributors of that product,
the freedom of any one manufacturer to enter into a resale
price maintenance agreement with his subset of distributors
could not possibly be harmful or anticompetitive in any way.
If Manufacturer A and Distributor A entered into such an
arrangement, and if its only consequence was to maintain an
artificially high price for the product of Manufacturer A,
then that product would soon be driven from the market by
the rivalry of lower price products of other manufacturers
distributed by other dlstrlbutors, and perhaps by Distributor A
as well.

In the context of a competitive market then, if resale

pPrice maintenance does no more than achieve artificially

.’high prices at the distribution level, it would never be in
the interest of either the manufacturer or the distributor
to employ the practice. Their endeavor to do so would be a
commercial mistake, only one of the many commercial mistakes
that firms in a free market are free to make; and they would
suffer the penalties imposed on mistakes by the process of
competition. No government interference would be necessary
to bring about the disappearance of the practice.

If mere elevation of resale price were the purpose of
RPM, a manufacturer could achieve that result by raising his
own price to the distributor and capture revenues commensurate
with that higher price. Under resale price maintenance, he
does not do that: he insists on a high retail price but
permits the .retailer to keep the revenues that derive from
that higher price; and at the same time he accepts the
consequence that a smaller quantity of his product will be
sold because it is to be sold at a higher price. One cannot
suppose that manufacturers, to their own detriment in terms
of their sales volume, insist on conduct that can only
fatten their distributors' profit margins and lessen their
own. Plainly, manufacturers who wish to employ resale price
maintenance, and who seek out distributors who are willing
to enter contracts in which they promise to comply, have

some other end in view.

It should be obvious that when Manufacturer A employs
RPM he is attempting to create, on the part of those distrib-
utors who agree to comply, an incentive to handle his product
at the distributor's level dlfferently from the way in which
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it would be handled in the absence of such an agreement--in
some way which the manufacturer expects will redound to his
advantage in his rivalry with other manufacturers. By
setting the distributor'’s price for each unit above his
usual costs of distribution, the manufacturer may hope to
induce the distributor to incur additional costs:. to engage
in more intensive local advertising, or to incur the expense
of employing more knowledgeable and more highly trained
sales personnel who will increase sales volume of the product
by explaining more accurately to customers how the product
should be used for best results, or to increase consumer
satisfaction with the product by providing gquicker and more
expert post-sale repair and service facilities.

Of course, RPM will not always be effective to induce
the distributor to behave in one or another of those ways.
.Sometimes it will be, and the manufacturer will have achieved
his objective. Other times it will fail and it will serve
only to elevate retail price; but in these latter cases, the
manufacturer's mistake will be punished in the marketplace.
Government interference is not needed. The freedom to try
something different, to make mistakes and to suffer the
failure in the market, is one of the most important aspects
of a free market system. - :

Of course, no particular distributor is reguired to go
along with the manufacturer who wishes to use RPM. A distrib-
utor may perceive at the outset, or if not at the outset
then still sooner than the manufacturer, that the objective
will not be achieved. The distributor is appropriately free
to refuse to deal with such a manufacturer. A manufacturer
cannot demand that a distributor handle his product in any
particular way: he can employ RPM only if there are distrib- .
utors who are willing to agree to such an arrangement.
Conversely, a distributor should not be free, and in our
view is not firee, to demand that a manufacturer sell his
product to the distributor and permit the distributor to
resell that product in any way that suits the whim of +the
distribugor from moment to moment. -Distribution of a manu-
facturer's product by a distributor is a consensual matter,

a cooperative undertaking, that should proceed on terms

concurred in by each of them.

It is our judgment that manufacturers of certain types
of products often have legitimate reasons for wishing to
control the distribution environment in which those products

\l
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are resold. If, for example, a product is technologically
complex, its success in the marketplace may well depend upon
the availability, at the point of sale, of technically
trained sales personnel who are able .both to instruct the
consumer and to assist him in selecting the model, or the
combination of components, that will best suit his individual
needs. ‘

There is a variety of business procedures through which
a manufacturer might exercise that control. He might open
his own distribution outlets, staffed with his own employees,
whom he would expect to behave as he instructed; but direct
distribution is not feasible for most manufacturers. Alterna-
tively, the manufacturer might enter into long and detailed
contracts with his distributors, contracts describing exactly
- how the sales personnel are to be trained and what they are
" to say to customers; but day-to-day enforcement of such
contracts with a large number of distributors would be
prohibitively expensive. Or alternatively, the manufacturer
might simply attempt to persuade his distributors that such
a2 selling approach promised the best chance of success and
profit, both to his distributors and himself, and to encourage
them to behave in that way without_a contractual commitment

on their part.

But a manufacturer with any sense who takes this last
course will be aware that the selling practice he desires is
more expensive than alternative selling practices, and he
will know that the retail price will have to be high enough
to cover the costs a distributor incurs in following that
practice. A problem will arise if some of his distributors
adhere to the expensive distribution mode and others save
costs by refusing to do so. The uncooperative, since they
will have lower costs, will be able to profit by reducing.
the retail price below the costs of the cooperative.

But if some distributors are incurring costs by following
the agreed sales procedure and are selling at a higher price
which cover those costs, while other distributors are not
doing so and sell at lower retail prices, then the free
rider phenomenon will appear. A substantial number of
customers will go to the higher price outlet, will consume
the time of sales personnel there to obtain the appropriate
counseling, but will then leave without buying and purchase
from a low cost outlet instead. It will prove to be impos-

. sible for some retailers to afford expensive point of sale
services for which it is not practicable to impose a separate

5
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charge if other distributors are not doing so and are selling
at prices which reflect the cost savings of not doing so. :
If the manufacturer is to be successful in controlling the
manner in which his product is sold and the guality of point
of sale services afforded in conjunction with sale of his
product, he must be able to shelter the gross margins of

those distributors who are complying with his wishes from

the pricing pressure of distributors who are not.

I emphasize that in speaking of a manufacturer protecting
his distributors'® margins, I am not suggesting that he will
enable those distributors to earn more than competitive
profits. Protection of their margins is necessary and is
afforded because their costs are higher as a conseguence of
their compliance with their undertaking to market the product
as agreed. But it would be inconsistent with the profit- ‘

- seeking objective of the manufacturer to let his distributors
earn profits above the competitive level. Accordingly, he
has every incentive to authorize a sufficient number of
distributors who will sell the product as agreed so that
rivalry between them will eliminate any but competitive
profits. .

It is true, of course, that RPM is not the only vehicle
available to a manufacturer to shelter his distributors'
margins to the degree necessary to facilitate provision of
point of sale services. EHe may engage in direct distribu-
tion by his own employees, as I previously mentioned. EHe
may create geographic breathing room for his distributors by
authorizing each to sell only from a designated location and
maintaining .adequate spatial separation of those locations,
the practice that was upheld in GTE-Sylvania. 1/ EHe may
create exclusive territorial distributorships, a practice
that is economically indistinguishable from the practice
involved in GTE-Sylvania, or he may use resale price mainte=-
nance. One technigue will be more successful in some ' :
circumstances, another more successful in another; but all
the technigues have essentially the same economic conse-
quences. Correct selection of the most cost effective
technique will be in the interest of the manufacturer, his
distributors and the ultimate consumer. The ability of the
manufacturer and the distributor, by consensual agreement,
to select the vehicle they expect to work best, including
the right to make mistakes in that regard, which they will
no doubt on occasions do, is also embraced by the concept of
free markets ‘and miminial government interference.

1/ Continental T.V., Inc. v. GTE-Sylvania Inc., 433 U.S. 36
Twerny. . ; o , . R

\‘\
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I do not mean to suggest by what I have said that the
_ various business techniques for controlling distribution are
- - all precise economic equivalents. They are not. The use of
territorial restrictions of the several kinds I have mentioned
is capable of having anticompetitive effects by facilitating
horizontal collusion only under extremely rare circumstances.
- I will not elaborate on what those circumstances are, since
they are not germane to the guestion you raised or to my
answer. RPM can have anticompetitive consequences in a
substantially more common set of circumstances. If it were
difficult to distinguish those circumstances in which RPM
may be harmful from those in which it cannot, one might
justify a sweeping prophylactic rule banning it in all
circumstances. In fact, however, the circumstances in which
RPM may be harmful are relatively easy to identify. EHence,
. although there is economic justification for antitrust
- intervention when these circumstances are present, it cannot
Plausibly be argued that the practice should be attacked

whenever it appears.

RPM can have adverse economic effects, at which the
antitrust laws might properly be aimed, in two different
sets of circumstances. One, ‘'which does occur with some -
frequency, would be presented by a~situation in which the
market at the manufacturing level was highly concentrated
and all or substantially all of the manufacturers employed
RPM. Under these circumstances, the set of manufacturers
might be employing RPM as a device to facilitate and to

) police horizontal price fixing among themselves. No one

: such manufacturer could obtain an advantage by cheating on

the cartel arrangement by reducing his price to retailers
because his retailers would be unable to sell more of his
product unless, in addition to changing his own price to
them, he authorized them to change their retail prices.
However, to change their authorized resale price would be a
highly visible act that would be immediately detected by the
other members of the cartel. Accordingly, persuasive
economic grounds would exist for challenging RPM in that
context. . :

RPM might also have adverse economic consegquences in a
second type of situation which is probably more theoretical
than real; certainly it would rarely be encountered in the
United States. -‘If the number of potential distributors was
very few and if, in addition, there were substantial diffi-
culties which prevented manufacturers from creating addi-
tional distribution outlets, then distributors might employ

7 "
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RPM as a facilitating device for collusion at the distribution
level. It would be necessary for the distributors to persuade
all, or substantially all, the manufacturers to adopt RPM

and to establish price levels in accordance with the distrib-
utors' wishes. As I previously suggested, this course would
be contrary to the interests of the manufacturers, and they
could be expected to resist. Nevertheless, it is conceivable,
though most unlikely, that one might encounter a situation

of that type. Here, too, an economic basis for antitrust
attack would exist. But where neither of these two sets of
circumstances exist, no persuasive reason for bringing the
antitrust laws to bear on RPM can be identified.

‘ It is true, of course, that RPM eliminates a kind of
activity that might naively be described as competition:
underselllng by free riders w111, of course, drive down
-prices in the short run, but it is economlcally erroneous to
regard all behavior that achieves short run price reductions
.as being competitive. From that standpoint, the activity of
a patent infringer, or a pirate of. copyrlghted phonograph
records, or indeed, sales of stolenm goods in a flea market,
will achieve short run prlce reductions. But if one takes a
sllghtly longer point of view, it should be obvious that
investments in innovation, or in the recording of phonograph
records, or types of property vulnerable to theft, will be
significantly reduced if the values which are created by the
investhent are subject to misappropriation in these ways.

Real competition results in an increase in the guantity
of product which reaches the hands of consumers. The para-
sitic forms of competition discussed above result in a
reduction in"the quantity of product which reaches consumers.
The same must be said of free riders who drive from the
marketplace retail services that are well suited to the
successful marketing of a complex product: the economic
incentives for manufacturers to develop and market such
products will be reduced and the guantity of such products
that reaches ultimate consumers will be lessened rather than
increased. These economic considerations, in combination
with the peculiar and somewhat confused legal status of RPM
to which I will next turn, underlie the position of this
Administration with respect to RPM: namely, that it should
be judged under a rule of reason approach that would result
in its invalidation whenever it appeared in contexts such .
that the practice might be conducive to horizontal collabora-
tion but would allow the practice in contexts where it could
- not plausibly be serving to facilitate collusive behavior.

C .. ) o -.. . .‘\‘. .
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: So far as the legal status of RPM is concerned, it is
- -undeniable that the Supreme Court.of. the United States has,
" " in a wide variety of contexts over three guarters of a
century, struck the practice down. Hence, it is not the
position of the Antitrust Division that RPM "is" not illegal
per se; it is our position that RPM "should"™ not be illegal
per se in view of the competitive principles outlined above.

The Supreme Court first invalidated RPM in the Dr. Miles 2/ -
case in 1911. Justice Hughes began with the historical propo-
sition that "a general restraint upon alienation (of chattels)
is ordinarily invalid" at common law, a proposition recognized
to have little relevance to antitrust analysis in more
recent cases. g/ But Justice Hughes then went on to a more
pragmatic analysis: he noted that Dr. Miles had advanced by
way of justification only that "confusion and damage have

- resulted from sales at less than the prices filed." He.
rejected this defense, saying,

[Tlhe advantage of established retail
prices primarily concerns the dealers. . . .
If there be an advantage to a manufac-
turer . . ., the question remains whether
it is one which he is entitled to secure
by agreements. . . . As to this, the
complainant can fare:.no better . . .
than could the dealers themselves if they
formed a combination . . . to achieve the

~ same result. . . .

... But ggieements . - . between dealers
« + . are injurious to the public interest
and void. 220 U.S. at 407-08.

Thus, on the first, and one of the few, occasions on
which the ‘Supreme Court has attempted to explain why RPM is
harmful, it offered an explanation in economic terms that is
wrong in the light of sound economic analysis. A price
fixing combination at the retail level would generally be

-

g/ Dr. Miles Medical Co. v. John D. Park & Sons Co.,
220 U.s.. 373 (1911). - . ' : -

3/ Compare GTE—Sglvanié with United States v. Arnold
Schwinn & Co., 388 \.IJ.S.‘ 365 (1%67). - . :

g - o N
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damaging to a manufacturer's objective, and its economic
consequences would bear no similarity at all to the conse-
quences of RPM in contexts where a manufacturer would choose
to negotiate with his retailers to impose it.

Even in the original case, Justice Holmes, in dissent,
demonstrated characteristic insight: "I cannot believe that
in the long run the public will profit by . . . permitting
(retailers) to cut reasonable prices for some ulterior
purpose of their own and thus to impair, if not to destroy,
the production and sale of articles which . . . the public
should be able to get."™ 220 U.S. at 412.

The use of the phrase "per se" did not develop until
much later, but the court continued to treat RPM as invalid
without any examination of the commercial context in which
it appeared or any further examination of the economic
question why it should be regarded as harmful.

The legal context became far more complicated with the
Supreme Court's decision in United States v. Colgate & Co. 4/
which, although it did not permit agreements fixing retail
prices, was long interpreted to authorize the manufacturer ,
to recommend prices and cut off retailers who did not comply.
Tending in the same permissive direction, the Supreme Court,
in the 1926 General Electric 5/. decision, upheld the right
of a manufacturer to designate retailers as his "agents," to
deliver goods to them on "consignment” and to effectuate RPM
in that way. These two decisions opened paths for manufac-
turers to achieve their legitimate purposes and thus reduced
the level of conflict about RPM to some extent. Indeed,
from our standpoint, the decisions were too permissive in
that paths were opened in contexts where RPM might serve to
facilitate horizontal collusion as well as in contexts where

_it could not. ‘

The next development, too, was a permissive one: -
Congress enacted the Miller-Tydings Amendment and, subse-
quently, the McGuire Act. Thus, RPM was legalized, again in
potentially harmful contexts as well in manifestly harmless
ones, wherever a manufacturer was willing and able to follow _
the tortuous procedural requirements state law developed R

C-

- o o RS
- . e - . v .

4/ 250 U.S. 300 (1919). - o
5/ United States v. General Electric Co., 272 U.S. 476 (1926).

. . . 3 \\ . . B ~‘. ::; -. :
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_ pursuant to the federal Fair Trade laws and wherever he

X could fit his situation within the consignment device
‘ sheltered by General Electric.- Controversy during this
period was limited to situations in which neither of these
shelters were availed of and in which the complaining party
asserted that a pattern of "refusal to deal” condnct,
attempted in an effort to work within the shelter of the
Colgate doctrine, had nevertheless resulted in the formation
of implied contracts to engage in resale price maintenance.
The Supreme Court's decision in Parke Davis 6/ is the
preeminent example. The decisions during this period
devoted much attention to the endless legal refinements that
surrounded Colgate, the General Electric doctrine and the

- Fair Trade laws, but none addressed the still unanswered
question why RPM, in all lts manifestations, should be
regarded as unlawful.

The closest the Supreme Court came to offering any
explanatxon responsive to this fundamental underlying ques-~
tion came in Kelfer—Stewart, 7/ a case which involved maximum
prices rather than minimum prices. There the Supreme. Court
sald, " [Sluch agreements, no less than those to fix minimum
prices, cripple the freedom of traders and thereby restrain
their ability to sell in accordance with their own Judgment.
340 U.S. at 213. ' :

This explanatlon, of course, does not sufflce, for it
suggests the invalidity of every commercial  contract since
each restrains the ability of contracting parties to violate

- the terms of the contract.- More clearly still, it deces not
even allude to the economic con51deratlons on whlch antitrust
law should be based._-u e e .

. In the mld—GO's, ‘the Supreme Court began to narrow the
restrictions on the practical range of freedom of manufac- -
turers, still without adeguate consideration of econonmic
consequences. In Simpson v. Union 0il Co., 8/ the Court
struck down a con51gnment" arrangement that was identical
in every detail to the arrangement upheld in General Electric,

§/ Unlted States v..Parke, Davis & Co., 362 U.S. 29 (1960). R
= L=l '~-".-:_-..“ FEE

7/ Klefer-stewart Co. V. Joseph E. Seagram & Sons, Inc.,- B
340 U.5. 211 91y, s | | |

L.

8/ 377 U.s. 13 (1964)--

. - . N
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while steadfastly denying that it was departing from the
holding in General Electric. When, if ever, consignment -
arrangements may be used by parties in the distribution
chain remains to this day shrouded in confusion.- The expla-
nation which the Court did give in Simpson is inconsistent
with the explanation the Court had offered in the, leading
precedent of Dr. Miles. 1In Simpson, the Court suggested
that RPM was a device used by manufacturers to coerce and to
injure retailers. It said, "We disagree . . . that there is
no actionable wrong or damage [to the retailer] . . . .
[Tlhe 'consignment' agreement . . . [is] being used to
injure interstate commerce by depriving independent dealers
of the exercise of free judgment."” 377 U.S. at 16. Thus a
device, first condemned because it was thought to be none of
a manufacturer's business and indistinguishable from a
cartel among retailers, was characterized in Simpson as a
-manufacturer's device for exploiting retailers. The one
description is as much without factual foundation as is the
other. Thus, it remains true today that courts have failed
to devote sufficient attention to the economic impacts, in
different contexts, of RPM. '

In our judgment, the Court's careful and thoughtful
analysis in GTE-Sylvania indicates a willingness to look
beyond the verbal similarities between RPM and horizontal
price fixing. The treatment is curiously inconsistent with
the attitude the Supreme Court has taken toward other ver—
tical arrangements. In White Motor, 9/ for example, the
Court refused to classify vertical territorial arrangements
as pexr se illegal, saying,.very wisely, "[Wle do not know
enough of the economic and business stuff out of which these
arrangements“emerge” to justify such a classification. 4
Accordingly, the Court held that summary judgment had been

improperly granted. . .. |
Similarly, in GTE-Sylvania, a case involving location
clauses, the Supreme Court overruled the per se rule it had
previously laid down in Schwinn 10/ stating, [t]he rule of
- reason is "the prevailing standard of analysis." 433 U.S.
at 49. The Court examined in detail .the econcmic conse-
quences of a distribution practice that is closely analogous

© .

9/ White Motor Co. v. United States, 372 U.S. 253 (1963). -
- 10/ United Stafes'f; fnold, Schwinn & Co., 388 U.S. 365 .
(A967). . . . e T

- b : ° . . a-
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to RPM, and whose economic conseguences are also closely
analogous to RPM, and held that the legalities of the prac-
tices must be judged under the rule of reason. " [D] eparture
from the rule-of-reason standard, ™ the Court said, "must be
based upon demonstrable economic effect rather than . . .
upon formalistic line drawing.” ° 433 U.S. at 58-59.

If that declaration is taken to mean what it says, then

RPM also should be judged under a rule of reason. Neverthe-
less, the Court did say in a footnote, inconsistently with
that declaration, "([Wle are concerned here only with nonprice
vertical restrictions. The per se illegality of price
restrictions has been established firmly for many vears and
involves significantly different questions of analysis and
policy . . . Furthermore, Congress recently has expressed

. its approval of a per se analysis ... . by repealing . . .

- the Miller-Tydings and McGuire Acts." 11/ '

There is, however, no necessary incongruity between the
action of Congress in repealing the Fair Trade laws and a
rule of reason treatment of that practice under the Sherman
Act. The Fair Trade laws were far too sweépipg a determina-
tion of per se legality, and-we agree that they ought to
have been repealed. In our judgmemt, the action of Congress
in 1976 does not preclude the Supreme Court from reaching a
conclusion that, although RPM continues to be per se illegal
in those contexts in which it might facilitate horizontal
collusion, it should be treated under the rule of reason in
other contexts. Although both the House and Senate reports
indicate awareness that the Supreme Court had previously
declared RPM illegal per se and mo doubt expected that they
were remitting RPM to that status by repealing the Fair IR
Trade laws, it is also true that there is nothing in the
legislative history which indicates a congressional disposi-
tion to limit the power of the courts to continue, through

- -

11/ 433 u.s. at 51, n.18. The Court repeated these views
subseguently ‘in California Retail Ligquor Dealers Ass'n v. .
Midcal Aluminpm,mlnc,, 445 U.s. 97, 102-03 (1980). -

-
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interpretation, the evolution and adaptation of the Sherman
Act in light of the continuing development of microeconomic
analysis. 12/ - : '

In our judgment, the most damaging consequences of
continuation of a sweeping per se rule against RPM flow not
from the fact that manufacturers cannot enter formal price
arrangements with their distributors, although that would be
damaging encugh, but from the implications of such a sweep-
ing rule for other forms of vertical distribution controls.
Any time a manufacturer attempts to control the distribution
of his goods so that they receive a more costly type of
treatment at the point of sale, he must cope with the free
rider problem posed by noncooperating retailers who, by
refusing to incur those costs, pPlace themselves in a posi-
tion to undersell. That is true whether the manufacturer
uses restricted sales territories, location clauses, exclu-
“sive dealing arrangements, or some other approach. All are
nominally judged under the rule of reason notwithstanding
that all involve the necessary suppression of a destructive
form of price cutting which has only very short run advan-

tages but suppresses investment incentives for new, complex ’
products. The Supreme Court :fully recognized, in GTE-

Sylvania, that suppression of this *ype of intrabrand compe-

tition was involved and that such suppression was essential
to the attainment of important,:long—rapge.gcals.

Under the current state of the law, however, it is open
to any retailer who refuses to market in accordance with the
manufacturer's preferences, and without regard to the inten-
sity of existing interbrand. competition, to compel a manufac-
turer to deal with him on his terms through treble damage
litigation in which it is asserted, guite accurately in a

12/ As Robert Bork has observed: "Congress has not legis-
lated per se illegality, either through this repeal [of the
- Fair Trade Laws] or in the original Sherman Act . . . . The
Court, presumably, still has its original obligation to
develop the law of the Sherman Act according to its best
economic understanding.® Vertical Restraints: Schwinn

Overruled, 1977 Sup. Ct. Rev. 171, 191-92. The Court muéf,t"

of course, "give shape to the.statute's broad mandate®” . -
[National Society of Professional Engineers v. United States

435°U.5. 679, 688 (1978)1, through the exercise of "lawmaking

-powers™ [Texas Industries, Inc. v. Radcliff Materials, Inc.,

101 s.ct. 2061, 2069 (1981)]. .
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sense, that a purpose and an effect of the territorial _
arrangement selected is to suppress intrabrand price compe~*
tition:. 1In short, the per se rule against RPM goes far to °

'-subvert, in practice, the rule of reason treatment which is,

in theory, accorded to all other vertical distribution
controls. So long as manufacturers must abide the outcome
of trial before juries--juries most often compcsed largely
of persons with no business experience--on the question
whether "price fixing"” in that sense was a purpose or effect
of the selected distribution arrangement, manufacturers will
be strongly deterred not just from entering formal price
arrangements, but from resorting to a wide variety of
distribution controls..

We regard that state of the law as unsatisfactory, and
are reviewing the p0551b111ty of asking the Supreme Court to
change it. We recognize the importance to the general

- public of the pr1nc1ple of stare decisis and the desirability

of promoting certainty in legal rules. However, the Supreme
Court itself has emphasxzed the superior importance of
refining legal analysis in the field of vertical restraints.
In Sylvania, the Court did not hesitate to reverse its own
recent decision in Schwinn based on improved economic analysis.
In view of the Court's action in Sylvania, it is not inappro-
priate to seek reconsideration of a legal doctrine which, we
believe, has the unintended effect of injuring American
consumers. If, however, the Court is disinclined to modify
its traditional approach in this area, or if the Court reads
the 1976 leglslatlon as foreclosing its ability to recon-
sider the issue, we will then consider the approprlateness

of seeklng leglslatlve change.

~

Thank you very much for your contlnulng 1nterest in our

‘antitrust enforcement policies. I hope this information

wull help further artlculate our 9051tlon on thls matter. o

"/. f" SiAcerely your
//éw(‘%{é//l

. William F. Baxter
° 7  Assistant Attorney General
T ‘Antltrnst DlVlSlOn ‘ e
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